ABSTRACT
INTRODUCTION
IFO can be defended from a financial accounting reporting standpoint as this paper explores. Further, IFRS introduces several limitations and criticisms not evident in LIFO, further defending LIFO's position as an acceptable accounting method. This paper examines the defenses of LIFO, the current and future states of LIFO, and the defenses of LIFO from a financial reporting perspective, which include the following aspects. First, from an accounting theory perspective, it satisfies the principles of matching and the income statement economic reality of LIFO presentation. Additionally, a correct Balance Sheet amount can also be derived by use of the LIFO by utilizing the required LIFO Reserve disclosure. It also adheres to the historical cost and conservatism principles. Second, from the perspective IFRS, there is a deviation from historical cost which allows for estimation of values, resulting in the possibility of earnings management by the use of the Lower of Cost or Market rule. The Conclusion section will give the limitations of the paper and recommend future research in this area.
THE CURRENT AND FUTURE STATES OF LIFO
LIFO is facing pressures from both the International Reporting Standards Board in cooperation with the SEC and the U.S. Congress for its possible complete elimination by as early as calendar year 2014. On November 15, 2007, the Securities and Exchange Commission (SEC) exempted foreign firms from including reconciliation from International Financial Reporting Standards (IFRS) to U.S. Generally Accepted Accounting Principles (U.S. GAAP) when filing on U.S. Stock exchanges. Foreign public firms are now permitted to file using the International Financial Reporting Standards (IFRS) without reconciliation to U.S. GAAP as previously required. This move has created a mandate to converge IFRS and U.S. GAAP and financial statement requirements (SEC, 2007).
On June, 18, 2008 , the SEC issued a press release stating that the world's securities regulators are uniting to increase their oversight of international accounting standards. Most of the developed countries, such as Australia, New Zealand, Canada and the European Community Union, have adapted IFRS by the year 2011.Under IFRS rules, LIFO is not a permitted acceptable accounting method. IFRS is balance sheet oriented and, on this basis, disallows LIFO as an inventory method. The use of LIFO disrupts the theoretical foundation of the IFRS and if plans proceed as expected, complete phase-out of LIFO will occur in the near future. More importantly is the current tax position on LIFO. The Obama Administration has proposed in its 2010 budget to repeal LIFO altogether in an attempt to generate greater tax revenues.
However, recent developments have helped LIFO's future. First, the worldwide economic crisis is persisting. Second, Senator Rangel, the greatest opponent of LIFO has been charged with ethical violations, resulting in his backing off from LIFO repeal. His opposition to LIFO is now a mere footnote. Additionally, the persisting and exaggerated European Crisis has questioned the role of accounting as a cause of an economic downturn as IFRS has been adapted in the European Community countries. This questions the need of IFRS and conformity as a saving grace in the world economies. Most significantly, the SEC has recently continued to exhibit excessive non-enthusiasm in the convergence map, making IFRS compliance unlikely at this time. This all adds to renewed hopes for LIFO and, at a minimum, extends its life expectancy into the indefinite future and far beyond the IFRS original proposed adaption date of December 31, 2014.
DEFENSES OF LIFO
LIFO can be defended on present accounting theory, which can transform LIFO use to correct income statement financial reporting totals, as discussed next. It can also be defended that LIFO reserve disclosure can most accurately transform the Inventory balance sheet value to the most current cost presentation. Lastly, IFRS suffers in many areas of financial reporting, including the deviation from historical cost which leads to earnings management possibilities not found in LIFO.
Accounting Theory

1.
LIFO satisfies many present underlying U.S. GAAP principles, including the matching principle which results in an Income Statement economically reality presentation. LIFO's greatest defense is that the Income Statement represents economic reality as it matches current inventory cost with current revenue, making the Income Statement correct. The matching principal is adhered to by LIFO use. However, the matching principle will only apply if there is a build-up of inventory reserves. If there is a liquidation of inventory, then matching will not occur as there will be predated, older inventory matched to current revenue. An example will illustrate this point. This resulting decrease in income of $160 via LIFO liquidations needs to be disclosed under U.S. GAAP rules, ensuring proper income presentation of LIFO use.
2.
Balance Sheet Correcting Inventory total by use of the LIFO Reserve amount: Since LIFO expenses its most recent inventory acquisitions to cost, the ending inventory balance presentation is composed of the oldest inventory purchases, making the balance sheet potentially and practically very inaccurate. From a non-tax aspect, this is the most viable argument against LIFO. An example will illustrate this shortcoming: if Exxon-Mobil purchased 20,000 barrels of oil in 1939 for $5 per barrel and the 20,000 barrels remained in the accounting records as ending inventory in 2012, when the cost per barrel is $100 -an assumption which is easily satisfied assuming an increasing inventory trend, then the LIFO balance sheet total for inventory in 2012 is materially misstated. Under LIFO, ending inventory in 2010 is 20,000 barrels x $5 = $100,000 (1939 prices), whereas the more accurate valuation, which would be reflected under FIFO, is 20,000 barrels x $100 = $2,000,000 (most current prices), resulting in an understatement of $1,9000,000 or 95% of asset value. LIFO produces unrealistic Balance Sheet Inventory totals when compared to economic reality. LIFO is too conservative and yields unrealistic financial totals for inventory, current assets, total assets, net income and Shareholders' Equity.
The saving grace, however, is that LIFO use can depict a true, current inventory valuation by use of the required IFO Reserve disclosure. The LIFO Reserve is simply the difference between the LIFO and FIFO inventory value. In our example, FIFO would reflect an ending inventory of 20,000 barrels X $100, or $2,000,000, and LIFO would reflect a total of $100,000, resulting in a required disclosed LIFO Reserve of $1,900,000. A FIFO Balance Sheet friendly total can easily be calculated by adding the LIFO Reserve; in this case, one may add the disclosed reserve amount of $1,900,000 to the LIFO inventory total, resulting in a Balance Sheet current cost value of $2,000,000.
Any type of ratio analysis involving Balance Sheet inventory valuation should use this corrected inventory FIFO amount as its base. As the following examples illustrate, if we wanted to calculate Return on Assets = EBIT/Assets, the asset base should include inventory on the FIFO basis. In terms of debt ratio = Liabilities/Assets, again, the asset base should include inventory on the FIFO basis. The use of LIFO in asset, including inventory type ratios, can be correct by virtue of the adjustment to FIFO, via the LIFO reserve. This should be and can easily be done prior to calculating, interpreting and commenting on Balance Sheet related ratios.
1.
Conservatism: LIFO presents the most conservative financial position of a company. In an age of inflating earnings, LIFO is a relief in this regard and adheres to the principles of U.S. GAAP.
2.
Historical Cost: Further, the goal of reliability is met by LIFO use as historical cost valuation is followed. This is consistent with U.S. GAAP methodology.
IFRS Limitations
Both U.S. GAAP and IFRS allow for the Lower of Cost or Market for the valuation of inventories. This can be coupled with the FIFO or Weighted Average Method of inventory accounting. Under U.S. GAAP, LCM cannot be used if LIFO is the chosen accounting method.
